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Abstract 


The paper argues that the reason unemployment was low in the 
industrialised countries for twenty years after the War is simply that the 
labour force had a low taste for it. We associate this taste factor with 
risk aversion which, we argue, was created by the experience of the War and 
the Great Depression. We show how risk aversion over the period was 
manifested in stock market behaviour, in social policy, in popular 
| literature, and in the labour market. We develop a small model of the 

post-War British labour market incorporating conventional demand and 
| supply-side factors to demonstrate the rise of unemployment as_ the 


‘ immediate post-War cohort of workers exited from the labour force. 
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THE PASSING OF THE GOLDEN AGE 


A Newell and J. Symons* 


Introduction 

This paper asks and answers the question of why British unemployment 
has risen from its levels of the '50s and '60s. Since the British 
experlence reflects that of the other countries of the industrialised 
world, we claim we have answered the corresponding question for them as 
well. What is this answer? 2 

The key is to replace the question with another, namely: why was 
unemployment so low in the '50s and '60s? Our answer is simply that the 
labour force had én extremely low taste for it. These individualistic 
tastes were the primary cause; the low level of unemployment was the 
effect. 

What is this change in tastes? We argue it can be conveniently 
summarized as an increase in risk aversion. We believe that the experience 
of hardship in the War and the Great Depression caused a particularly 
strong desire for regular, steady, uneventful family life. Risk averse 
workers are unemployment-hating: once unemployed they will tend to take up 
offers of work rather than continuing to search; and they will reduce wage 
claims to reduce the risk of becoming unemployed in the first place. The 
first section argues this more closely. 

In the second section we study the plight of the British Government as 
this generation waned and the natural rate deteriorated. We show that 
incomes policies were efficacious in reducing the unemployment rate but at 
the cost of extreme electoral unpopularity: the new natural rate was to 
prove irresistible. One feature of the second section that might be of 


interest is that we develop a small model of the British labour market, of 
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the sort we have developed elsewhere, but which has a wage equation, both 
simple and stable over the '80s. 
1, The Golden Age 
Any contemporary economist must surely find it difficult to escape a 
twinge of envy when considering the marvellous self-confidence with which 
his British war-time counterpart planned for peace. With the exception of 
a brief boom ending in 1920, Britain had been afflicted by 
mass—unemployment since the end of the Great War. Unemployment averaged 
over 8 per cent in the '20s, over 10 per cent in the '30s, and it was 
generally perceived that such wide-spread hardship posed a real threat to 
liberal democracy. Yet Keynes and his followers believed they had both a 
diagnosis and a cure. This belief had rapidly permeated conventional 
economic thought, making some famous converts. Consider the views of 
Jewkes (1949), himself an implacable enemy of state planning and 
intervention: 
"In the past twenty years the work of Lord Keynes has revolutionised 
our thinking about the operation of the economic system, has isolated 
the flaw which may lead the free economy to run at less than its full 
power and has pointed clearly to the methods to be adopted to remedy 
the defect. There need never be mass unemployment again." (p.60) 
Jewkes elaborates: 
"Mass unemployment is due to a deficiency of demand for goods and 
services. If this kind of unemployment threatens, it is the 
responsibility of the State to intervene and either to spend more money 
itself or to put its citizens in the way of spending more." (p.60) 
Consider also the case of Lionel Robbins!, enough of a classical to have 
brought von Hayek to the LSE. Robbins was flattered and a little over-awed 
as a young professor to be appointed to serve with Keynes in the early '30s 
on a secret committee of the Economic Advisory Council, but had so 


violently dissented from a prescription of increased public expenditure to 


combat the Great Depression that he had, much to Keynes's fury, insisted on 
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a minority report. By 1944, hovever, Robbins had become a Keynesian in the 
sense of accepting that 

"... the fluctuations of aggregate demand must not be left to look 

after themselves and that it is an important function of government, 

national or international, to pay attention to these matters" (ibid. 

p.188). 
These views were by then official policy: in its White Paper of 1944 the 
Coalition Government had accepted "as one of its primary aims and 
responsibilities the maintenance of a high and stable level of 
employment". 2 

But at what level? What was the "full-employment" level of 
unemployment to act as a trigger for fiscal response? “The 8 per cent of 
the '20s? Or should one look back beyond the Great War to average rates of 
half this? People seldom think their own times normal, but in 1944 it was 
plain to all that the British economy had been subject to abnormal 
influences for 30 years. The sequence of the Great War, a perhaps 
premature return to the gold standard, the Great Depression and now 
Hitler's war had made it difficult to discern the system's state of rest. 
A number of economists, including Keynes and Meade, believed that if 
unemployment fell to about 5 per cent, wages were likely to rise 
"uncomfortably fast".3 The Beveridge Report assumed a rate of 8.5 per 
cent, which was immediately investigated by a sceptical cabinet 
sub-committee to see if this was indeed practical .4 

One thing at least is certain: no one predicted the twenty years of low 
rates following the war: unemployment did not exceed 2 per cent till 1963; 
3 per cent till 1971; and Keynes's apparently utopian 5 per cent till 1976. 
See Figure 1. St. George was ready, but the dragon had fled. Moreover the 
British could hardly attribute the golden years to the superior exercise of 


macroeconomic policy. Table 1 shows unemployment was extremely low 
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throughout the developed world until 1970, say, whereas the commitment to 
demand management varied widely: see Bispham & Boltho, 1982, p.293. Why 
was this? What caused the Golden Age? 

This question of why unemployment was so low world-wide for the twenty 
years following the war is a natural alternative and rival to the most 
asked question in contemporary macro-economics, namely, why was 
unemployment universally so high for the twenty odd years after 1970? 
(These are rivals, of course, because they entail radically different 
assumptions about what is normal.) We shall answer this question within 
the framework of the Phelps-Friedman Phillips curve, interpreted as saying 
that economy-wide unemployment differs from its natural rate in direct 
proportion to the amount by which economic agents have mis-forecast the 
level of demand, in particular the price level. Whether this model is 
true, or consistent with the views of Keynes and his school, will not 
concern us: rather we are interested in where this assumption leads. 

A commonly advanced reason for the golden years after the war is that 
they were due to high levels of demand, It is certainly true for example 
that capital formation as a proportion of income was extremely high by 
historical standards over the period, both in Britain and abroad (though 
not as high in Britain as it was to be in the '70s). Moreover, under fixed 
exchange rates, a high level of demand across the world on average, would, 
via trade, lead everywhere to a high level of demand. In principle the 
Phillips curve could translate this high level of demand into low 
unemployment if, over the golden years, agents sonstwenneyy misforecast the 
price level. The low unemployment would then derive from a mistaken belief 
by workers that real wages were especially high. It is indeed true that 
the price levels of the industrialised countries started to rise over this 


period. It is sometimes asserted that price errors cannot plausibly show a 
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consistent bias over long spans. While we have never seen exactly why this 
need be so, we have, however, been convinced by the behaviour of British 
wages and prices during the inflation of the Korean War: see Figure 2, 
taken from Jones (1986), p.44. A large part of this inflation was surely 
external in origin, yet nominal wages seemed to respond appropriately to 
preserve the real wage. Regressing the real consumption wage on three 
lags of itself and three, six and twelve lags of annual price inflation, ® 
we found we could always accept the hypothesis that the inflation terms 
were jointly zero (F(3,60) = 1.12, F(6,57) = 1.06, F(12,51) = 0.94 
respectively). Taking: the first model, we found that a once-and-for—all 


1 per cent increase in the price level is simulated to generate the 


following per cent reductions in the real wage: 


1 month 3 months 6 months 12 months 
- 0.11 —0.06 -0.04 -0.02 

This evidence would seem to destroy any hope of basing an account of 
the golden age on price errors. One should note that this finding is by no 
means new: see Harry Johnson (1978) p. 109 and the citations therein to 
studies of the great sixteenth century Spanish inflation, as well as more 
recent episodes. 

Of course those who emphasise the role of demand in the Golden Age and 
its passing typically do not blame the persistence of forecasting errors. 
Modern accounts (e.g. Blanchard and Summers, 1987) argue that the effects 
of shocks (e.g. price shocks) are extremely long-lived due to the fact that 
the economy in general and the unemployment in particular have only weak 
forces restoring them to equilibrium: the so-called hysteresis problen. 
The reasons advanced for the weakness of these forces are that those who 


lose their job after a negative shock are either not represented in 
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subsequent wage bargaining (Blanchard and Summers) oor that _ they 
subsequently search less hard for work due to a malign effect on morale 
(Layard and Nickell, 1986). This line of argument would then blame a 
succession of deflationary shocks perhaps associated with the OPEC episodes 
for the passing of the Golden Age. We do not wish to argue that hysteresis 
is not an important factor in labour market behaviour but it seems to us 
that it cannot be the explanation we seek. The reason is that the Golden 


Age began to wane at a time of a particularly lax demand stance. 


Examination of Figure 1 and Figure 3 shows that unemployment by 1973 had 


risen by about one percentage point both in Britain and on average over the 
OECD from its post-War minimum at 1965 of about two per cent. Table 3 
gives growth rates of common indices of British and World exogenous demand. 
It is plain that 1965-73 was, both in Britain and abroad, much more 
expansionary than the period 1955-65, when unemployment was falling. The 
unemployment problem began to emerge at a time when the industrialised 
world was awash with monetary demand. One is forced to conclude, we 
submit, that the natural rate was shifting upwards over this period. 

We adopt Friedman's (1968) classic definition of the natural rate: 

"... the level that would be ground out by the Walrasian system of 

general equilibrium equations, provided there is imbedded in them the 

actual structural characteristics of the labour and commodity markets, 

including market imperfections ..." (p.11). 
To these structural characteristics we would add tastes. For example, the 
central determinant of unemployment in a world where all markets clear is 
the agent's allocation of time between working, leisure and job-search. 
One would therefore naturally expect intrinsic tastes for these activities 
to be important, provided they showed some temporal variation. 


Let us present the bones of our argument. We believe British 


unemployment was low for two decades after 1945 because the British worker 
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had a low taste for it. The labour market outcome was simply the 
expression of these fundamentally different tastes. We believe further 


that these tastes were the consequence of the experience by this generation 
of the War and the Great Depression. We shall present evidence that these 
events made people relatively less willing to tolerate the existence or 
prospect of hardship. Applied selfishly this principle means individuals 
became more risk averse; applied altruistically, it means individuals came 
to desire a more equal distribution of income. We shall describe both 
generically as risk aversion. The taste change we have in mind is thus an 
increase in risk averaiye 

Consider the representation of the British labour market given in 
Figure 4. The seicthits n@¢, nS and 2 are respectively labour demand, 
labour supply and the labour force. At each real wage the horizontal 
distance between 2 and n® is the frictional unemployment rate or, 
equivalently, the notional supply of job search. The locus labelled b is a 
bargaining function, different from n§$ because of the existence of some 
monopoly power of labour, The locus slopes upwards because at lower levels 
of unemployment wage bargainers rationally fear less the consequences of 
lay-offs and hence push for higher wages. There is involuntary 
unemployment here at the equilibrium E. An increase in risk aversion will 
typically cause the schedule b to shift to the right as workers settle for 
lower wages to reduce the variability of income either altruistically or 
selfishly if their own jobs are at risk from lay-offs. Thus an increase in 
risk aversion can eliminate some or all of the involuntary unemployment 
implied by market power i.e. we may pass from E to F in Figure 4, 

We have argued immediately above that risk-averse wage bargainers will 
set lower wages to avoid the risks of layoffs, thus creating lower 


unemployment. However even in a world where labour had no monopoly power, 
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risk aversion would reduce equilibrium unemployment by causing labour to 
search less. Thus, in Figure 4, nS will shift right for given 2. It 
follows that reduced risk aversion will create unemployment, both where 
labour market are competitive and where ti.sy are characterized by monopoly 
power. This is an important broadening of our argument for it enables us 
to explain unemployment developments in economies where organised labour 
seems to play only a small role, such as the USA and Canada. 

Positing an exogenous change in tastes may be considered too easy a way 


out, but we do not know. a standard economic explanation that is wholly 


satisfactory. One could seek to explain how unemployment after the war was: 


due to the effect of wealth reductions on labour supply, but, while this is 
an elegant argument (wars quintessentially destroy wealth), we do not think 
it will run. The effects of wealth on labour supply are themselves too 
ambiguous empirically for them to generate the completely unambiguous 
golden years. Moreover such an analysis would require unemployment 
problems to occur when countries entered certain real income bands in the 
course of economic development. This did not happen: rather, many 
countries with quite different real incomes began simultaneously to 
experience problems. A perhaps more plausible argument is that profit 
opportunities were temporarily high after the war due to deferred 
investment and new discoveries, thus creating temporarily both high real 
wages and labour supply. This is an attractive rival argument and may have 
something to it. But we think the golden years endured for too long for 
this to be the key. 

Our argument is thus that the War and the Great Depression together 
created increased risk aversion; and that this resulted in a lower natural 
rate. We intend to examine this argument from a number of perspectives. We 


shall show the relationship between risk aversion and the Golden Age in the 
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stock market, in social policy, in the labour market, and in the popular 
literature of the period. But before we embark on this, consider how 
enticing this explanation is. First, since the Depression and the War were 
world-wide phenomena, the theory can explain why the natural rate was low 
world-wide. Second, since the low natural rates depend upon the 
idiosyncratic experiences of a single generation, the analysis can explain 
also the deterioration of the natural rate as that cohort passed out of the 
labour force. We thus obtain much from little, Friedman's acid test of a 
good theory. 

One can obtain an objective measure of risk aversion from portfolio 
behaviour as the return required to hold a portfolio of unit variance. 
This suggests eres risk aversion can plausibly be calculated as the 
expected return — variance ratio of the market portfolio. This is done in 
Figure 5 for the UK and the US. We have used a sixteen year window to 
estimate both mean and variance. The results for the US are quite 
unambiguous: it seems to us that the general proposition that risk aversion 
decreased over the period can be resisted only at the cost of the wholesale 
abandonment of Markowitzian portfolio theory. The results for the UK are 
strong but less clear-cut, probably being distorted by the great bull 
market of the '80s. This almost certainly reflects a once-and—for-—all 
adjustment to a new higher level of profits following an extensive 
reorganization of the labour market over the period (Bean and Symons, 
1989). 

As different evidence of increased risk aversion consider the creation 
of the British welfare state after the war. It is clear that instructing 
political representatives to support increased social welfare at the price 
of increased taxation is exactly congruent to instructing bargaining 


representatives to strike lower bargains to reduce the possibility of 


CC SSSMMMMNNBIIOOE SI 


-10- 


lay-offs. Both are merely ways of smoothing consumption. It is difficult 
to see how agents would vote for one, but not the other. If it is accepted 
that creation of the welfare state at that time must have been due to a 
critical change in tastes, then it must be accepted also that those changed 
tastes would lead to lower equilibrium unemployment. To the two enticements 
of our theory set out above we add a third, namely that it proposes a 
single cause for the two most striking social phenomena of the immediate 
post-war years, low unemployment and the creation. of the welfare state. 
Nor was the welfare state an isolated British experience: the post-war 
years saw rapid growth in social insurance and low unemployment go hand i 
hand throughout the developed world, as is confirmed in Table 2. 

Labour militancy increased in the UK and throughout the world towards 
the end of the '60s: see Table 3. Simultaneously real wages began to 
increase faster than warranted by productivity growth, practically 
everywhere. This real wage "explosion" has been discussed by a number of 
authors (e.g. Nordhaus, 1972, Sachs, 1979, Grubb, 1986) and can be 
demonstrated virtually independently of theoretical framework. It is also 
true that militant young workers were crucial in obtaining these advances, 
as is shown in many of the essays in Flanagan et al, (1983). Our 
interpretation of this is that the wage explosion was in some measure due 
to the passing of a risk averse cohort of workers and a consequent shift to 
the right of the b locus in Figure 4. One might think also that an 
increased propensity to strike is of itself evidence of diminished risk 
aversion. We quote at length an important passage on Germany from 


Flanagan et al: 


"The consensus [in other countries, on the need for wage restraint] w. 

eroded as the growth that took place under its sway gener Ha 
impatience in the wage earner and also as a younger ceca of 
workers with shorter memories progressively replaced the veterans Tt 
could hardly be denied that similar corrosive agents have been at work 
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in Germany, when managers expressed concern over the passing of the 
works council leader who was described as ... ‘a man in his late 
fifties or early sixties who has worked in the plant for twenty years 
or more, a solid family man, who is well known to a large segment of 
the personnel and well respected by both his colleagues and his 
superiors ...'. "(p.251) 


In our 1987 paper we found that the British and some other wage 
equations became unstable at the end of the '70s, and we interpreted this 
structural shift as due to the breakdown of corporatist wage-setting. We 
noted separately the wage-explosions of the late '60s and early '70s but we 
did not investigate any connections between these two phenomena, which 
together amount to a trend increase in the real-wage from the '60s. This 
is now attributed to a atnads cause. 

Let us cast our net a little wider. Consider the emergence in the late 
150s and early '60s of the "Angry Young Man" School represented, for 
example, by the novelists Kingsley Amis and Alan Sillitoe, and the 
dramatist John Osborne. The protagonists of their works, typically young, 
rebellious, working-class men had been too young for war service; indeed 
they tend to be resentful of the mystique of the war. None have children, 
none desire to become patresfamilias. They are nominally socialists, but 
are, in reality, anarchists, interested primarily in self-realisation. A 
frequent theme is escaping working-class or bourgeois life to become some 
sort of artist. One cannot imagine any of them reading the Beveridge 
Report or joining the Labour Party; nor can one imagine them counselling 
moderation at a union meeting. 

The significance of this group of writers in our context lies in their 
consistency of theme. They were immensely influential and popular, 
particularly in the film versions of their key texts, which were made in 


the early '60s and thus disseminated beyond the literati. Clearly, they 


reflect a broad social movement. What is the consistent theme underlying 
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these works? Surely it is the desirability of obtaining self-fulfilment by 
bold action. It seems to us that risk-loving behaviour is the essential 
distinction between the late '60s and the Golden Age. 

One searches in vain for a slightly earlier school, reflecting earlier 
values, with which to compare the Angry Young Men. The war and the 
returning soldiers created no recognisable school in Britain. Between the 
end of the war and the Angry Young Men, major new literary works were by 
authors who had made their reputations before the war (Waugh, Greene, 
Orwell), and concerned fiontwidande themes. It is true that two of Waugh's 
greatest works, Brideshead Revisited and The Sword of Honour trilogy ae 
set in the war; but both works express only deep alienation from the spirit 
of the times. It seems to us the most characteristic artefact of the 
generation who fought the war is the Welfare State itself. As Marwick 


[1968] puts it 


".,.. at the end of the war the majority had a clearer idea than ever 


before of what it was they expected of a modern civilised industrial 
society: decent living standards, income and health security, a taste 
of the modest luxuries of life." p. 522. , 


These are worthy thoughts but they would hardly do Jimmy Porter. 

A natural test of our contention that the experience of the Great 
Depression and the War created a low-unemployment generation of risk-averse 
workers is to see what happened to the natural rate after the Great War. 
This is very tricky because of the nature of the data: only 1922 to 1929 
could be considered remotely normal years after the war; and the pre-war 
data are fairly questionable. Thus both observation and benchmark are 
dubious, but, fore-warned, consider Table 5. It is fairly clear that 
unemployment was higher in the twenties than before the Great War in 
Britain. The possible reasons for this were extensively discussed at the 


time, for example by Pigou and by Clay in the Economic Journal at the end 
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of the decade. Some have blamed the return to the Gold Standard at too high 
a parity; others (Benjamin and Kochin, 1979) have blamed unemployment 
insurance: still others (Clay) concessions to the unions before and during 
the war, It is true that the British experience was not shared by her 
allies; both the US and France had lower unemployment in the '20s than 
before the Great War. Average German unemployment rates were higher after 
the Great War than before it, but the long-run trend is difficult to 
isolate in the '20s in Germany due to the distortions of the hyperinflation 
and the occupation of the Ruhr. One finds in general that the losers of 
wars generally experience a few years of unusually high unemployment. We 
do not regard this as evidence against our proposition which assumes an 
effectively Guneetonine economy, in which intrinsic tastes can be made 
manifest. 
2. Wage Setting 

The view taken of the natural rate of unemployment in Figure 4 1s that 
it comprises two parts, search or market clearing unemployment E'E", and a 
component EE' representing equilibrium involuntary unemployment created by 
the market power of labour. We have argued in the preceding section that 
the War and the Depression so changed the tastes of the generation 
experiencing them that both varieties of unemployment were reduced in 
consequence. As this generation passed out of the labour force, both 
components of the natural rate rose, manifested by increasing real wages 
and falling employment. Now changes to search unemployment correspond to 
changes in fundamental preferences and are difficult and undesirable to 
resist; but one might try and do something about the second component. 

Unemployment created by the market power of labour cannot be efficient 
and there will exist in principle sets of contracts to effect a Pareto 


improvement. Presumably involuntary unemployment exists because of the 
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transactions costs associated with these contracts. We define corporatisn 
as the active exercise of central authority in wage~setting, whether it be 
by a bargaining system that is formally centralised such as Sweden or by 
statutory incomes policies in Britain, where little formal structure 
exists. We see the essential justification of corporatism as reducing the 
above transactions costs. 

One particular transaction that corporatism can facilitate is the 
exchange of wage moderation for tax cuts. In a regime of involuntary 
unemployment, a wage claim by a bargaining unit which results in job losses 
imposes externalities, on other agents in eg economy. Taxation is the most 
obvious: there is increased social insurance to be paid and fewer wage-— 
earners to do it (Blanchard & Summers, 1987). When such externalities are 
important (taxation is by no means the only one), it is possible that, 
while lower wage claims throughout the economy would benefit labour, they 
would not be forthcoming because small bargaining units are trapped in a 
Prisoner's Dilemma: any single bargaining unit which lowers its wage would 
not significantly lower aggregate unemployment and the tax rate, without 
which benefit it prefers the higher wage. In these circumstances an 
imposed wage-cut would achieve a Pareto improvement across the whole 
economy; and, for example, government actior to achieve this by incomes 
policy would be generally popular with a rational electorate. Thus in 
principle there are incomes policies which could be implemented with 
democratic approval: but in Britain the principle was not the practice, as 
we shall see. 

Corporatism in the structural sense was never achieved in Britain. 
Indeed, despite occasional fond northwards glances by the Labour Party's 
right wing, it was always out of the question, as it would have required 


extensive reform of the union movement, including the surrender of much 
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autonomy by formerly independent organisations. Even if corporatism solved 
a Prisoner's Dilemma, who could have achieved it? Not the Tories: one 
might as well have the mongoose write the snake Bill of Rights. Nor 
Labour: the union movement is the creator, paymaster and effective 
controller of the party; and it was quite infeasible that it would allow 
itself to be reformed by its creature. 

Before 1979 it thus seemed as if the British union movement was simply 
too fragmented to play a role in solving the problems its own power had 
created. In consequence the British Government sought to control wages by 
formal incomes policy., Between 1961 and 1979, when they were irrevocably 
abandoned by Mrs. Thatcher's government, incomes policies were in operation 
for a total of just under twelve of the nineteen years. 

We have developed a small structural model of the UK labour market to 
exhibit the interplay of the demand and supply side factors we have 
discussed above. A wage equation is given in Table 6. We have discussed 
this form of wage equation in a number of places (e.g. 1988a): it is 
perhaps best thought of as derived from the outcome of a bargain between 
firms and employed workers which sets wages to hold over some horizon, with 
the path of prices known. The negotiated real product wage depends upon 
productive capital per employed worker (adjusted by an index of 
labour-augmenting technical progress) which we call somewhat inaccurately 
"equilibrium wage"; and a term to reflect the relative income of workers 
who might be laid-off in consequence of the wage bargain, which we call, 
again inaccurately, "outside wage”. In fact we take 

outside wage = -— (l-p)u 
where u is the unemployment rate and p the unemployment insurance 
replacement rate! The fact that we take the trend in real wages to be 


given by capital per employed worker is of considerable theoretical 
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importance because this is appropriate in an insider-outsider hysteresis 


tax changes, economic agents are unlikely to be surprised by them. Shocks 
model, but not in market-clearing, where wages would naturally depend on a 2 & y P ¥ ) 
re then 
the capital-labour force ratio. The term "A wedge" is standard in our work : 
yay? = ys = 2F) 
and allows the possibility that increases in the consumption wage arising 
The coefficients on the right were calculated by estimating small models of 
from increases to taxes on the price of imported raw materials flow through 
the GDP components (I, X; M aperegated using sample average weights. 
in the short-run to increases in the product wage, As a crude proxy for . = ), ABBTOE e ? é 8 
Again all variables are correctly signed and significant at conventional 
the taste factor discussed in the preceding section we employ the 
: ‘ levels. 
proportion of the population of working age born after 1930, which we call 
. The system given by the models in Table 6 and Table 7 is essentially a 
"golden age". Finally we measure the severity of incomes policy on the 7 8 e : 
2 : : Phelps-Friedman Phillips curve (with the slight difference that demand acts 
scale constructed by "Desai et al, 1984, All variables are correctly-signed . 
directly on unemployment, rather than threugh prices). The advantage of 
and significant at conventional levels. We were surprised and pleased to . Ree BPs , 5 
| the structural equation approach is that it aids interpretation and exact 
find that this specification is econometrically stable over all subperiods : ; oF E 
study of the sources of changes to the natural rate. It should be noted 
we have tested, rare for a contemporary wage equation, Details of these and 
d fects: deed i 
other tests of this equation are given in the notes to Table 6. that this structure does display some nyeterente BEERCESS) meee = 
th tical basis is the insider-outsider story. For unemployment to be a 
A labour demand curve (Table 7) completes the model. The theoretical PRR ee pclnsiietraunerees eel ployment sie a= 
foundation is dual to that of the wage equation. Monopolistically pure non-stationary process — extreme hysteresis - one would require the 
competitive firms set prices to hold over some horizon, with known wages. Besnenes ani Ebe cupatee vane Beeeeny which: te clean ieee so 
Intra-period all revealed demand at these prices is epriealhy the few, here. A decomposition of the changes to the natural rate is given in Table 
generating a relationship between current employment, the current real wage Ui USENE Chis EUR EEB? liege, Cf ainiame Laymens PeEEeen TAGS SE LSHe ES serE heel 
Most of the numbers in Table 8 concur with conventional wisdom. In the 
and unanticipated demand. This seems to us the appropriate generalisation 
middle column we see for example that high real interest rates contribute 


of the competitive labour demand curve: see our 1988b paper for further 
about 3 points to the increase in current unemployment over the levels of 
discussion. Estimates of similar equations over a number of data sets are 
the '70s. The apportioning of this between domestic and international 
given in our 1987 paper. We have taken some care over modelling demand 
monetary factors is beyond our present scope. Compared to Layard and 
shocks. In particular we sought to escape direct modelling of the monetary 
Nickell's (1986) similar exercise we attribute relatively more to incomes 
sector. The approach was based on the open economy IS curve y = y(z) where 
policy and the replacement rate, and relatively less to taxes. Where we 
z is taken to consist of the real interest rate, government spending, world 
differ markedly is that, in our system, most of the increase in 
income, and competitiveness. (Note we take a Ricardian position by ; 
unemployment over the levels of the '60s is due to the changed tastes of a4 
excluding taxation. In any case, we thought that, such is the nature of 
new generation, while, for them, the prime cause is adverse exogenous 
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demand factors. 

Figure 4 gives the path of the contribution to British unemployment of 
incomes policies. It suggests perhaps an attempt to submerge a rubber ball 
by hitting it with a paddle. Incomes policies were always broken in the 
end, for the simple reason that they were electorally unpopular, as is 
confirmed by the popularity function: 


govpopy = 0.49 govpopy_1 — 0.67Ainfl,_ — 0.44Aunemp, — 0.038incpol, 
(2.8) (2.2) (0.6) (2.2) 


(R2 = 0.68, DW = 1.9, 1949-1987. Dummies on election years included.) 
where govpop is the share of the ruling party in the voting intention count 
of the top two parties, infl is the tnflation te, unemp is the 
unemployment rate and incpol is our incomes policy variable. Ex-British 
Cabinet Minister Shirley Williams notes that incomes policies were 
instrumental in the downfalls of the last three British governments?. The 
above equation implies that a permanent severe incomes policy entails a 
long-run swing against the government of about 8 per cent. 
3. Concl Rema 

As the Golden Age passed successive British Governments found 
themselves unknowingly in an umnwinnable war against steadily rising 
unemployment. The only effective weapon they had was incomes policies. It 
is possible that a superior institutional structure might have helped in 
reducing some part of unemployment due to the monopoly power of labour, 
but, when the chips were down, this would have required lower wages from 
the employed. Reducing wages by incomes policy proved to bé extremely 
unpopular and British governments which sought to achieve it tended to end 


up out of office. Some large part of the decisive triumph of the 
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Conservatives in 1979 on a platform of "free collective bargaining" and 
their success thereafter is due to a belated recognition that the Golden 


Age has passed. 
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FOOTNOTES 


University of Sussex and Centre for Labour Economics at the London 
School of Economics; and University College, London, and the Centre for 
Labour Economics respectively. W. Carlin, R. Jackman, M. Keil, 

D. Kennett, P. Minford, N. Rao, D. Snower and T. Swanson will have to 
take full responsibility for making suggestions which materially 
improved the argument at a number of places. An earlier version of 
this paper was presented at the MIEA-AIEL conference "Markets 
Institutions and Cooperation", Venue, October, 1988. We thank the 
organisers R. Brunetta and C. Dell'Aringa and conference secretary P. 
Hillebrandt for their hospitality. Financial assistance is gratefully 
acknowledged from the Economic and Social Research Council. 


See Robbins, 1971, Chapter VII. 


Jewkes (op. cit.) tellingly juxtaposes this quote with one from 
Churchill's 1929 Budget Speech "It is the orthodox Treasury dogma 
steadfastly held that, whatever might be the political and social 
advantages, very little additional employment can, in fact, and as a 
general rule, be created by State borrowing and State expenditure." 


Jones, 1986,. p. 21. Note the implicit Phillips curve. 


Jones, 1986, p. 22. 


There is two-way Granger-causality between wages and prices in monthly 
data 1948(10)-1956(1). Six lags of each variable were used and the 
F-tests were significant at the 1 per cent level in both cases. The 
price series was for retail prices from British Labour Statistics 
Historical Abstract (BLSHA), Table T90, The wages series is manual 
basic hourly rates, BLSHA T27. 


Sample 1949(7) - 1956(1). Data as in footnote 5, above. 


Specifically if w is the insider wage we assume the laid-off worker 
has a probability 1—-u of re-hire. Thus the ouside wage is 


w[ (i-u) + pu] = wi{l-(1-p)u] 
Long-run wedge effects would imply more or less elastic labour supply 


in the long-run. Our empirical work (e.g. 1987) always found it is the 
change in the wedge, rather than its level, that effects product wages. 


See Politics is for People, Penguin Books, Harmondsworth, England, 
1981. 


1904-14 1921-29 1930-38 1950-59 
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TABLE 1 


DECADE AVERAGE UN 


1960-69 1970-79 1980-87 


Australia 5.4(1) 8.2 17.8 1.6 2.1 3.7 7.6 
Austria - 9.8 12.8 3.9 2.0 1.6 3.3 
Belgium 2.4 2.4 14.0 6.9 3.5 4.7 11,2 
Canada = 5.5 18.5 4.1 5.0 6.7 9.8 
Czechoslovakia —- 2.6 11.9 - - - - 
Denmark 9.7 17.1 21.9 9.5 3.6 4.1 8.6 
Finland = 1.6 4.1 1.4 1.9 3.6 5.3 
France Val 3.8 10.2 1.8- 1.8 3.8 9.0 
Germany 3.5 9.2 21.8 4.9 O77 2.5 7.0 
Ireland - 4.9 8.8 5.5 5.0 6.5 12.7 
Italy - 3.3 9.6 10.1 5.0 6.4 9.8 
Japan - - 4.9 2.2 ales Led 2.5 
Netherlands 3.9¢2) 8.3 24.3 2.1 1.2 4.0 10.8 
Norway 3.0 16.8 24.4 1.9 1.8 1.7 2.6 
New Zealand - - - 0.0 0.2 0.6 4.5 
Poland - 1.9 13.4 = - = - 
Spain = - = 2.4 2.4 5.0 18.5 
Sweden 5.1€2) 14,2 15.8 2.2 1.7 2.1 2”7 
Switzerland - - 3.0 0.2 0.0 0.2 0.6 
UK 4.7 8.3 11.7 1.4 1.9 3.6 10.2 
USA 4.6 5.1 14.5 4.5 4.8 6.2 Tel 
Average (3) 4.9 9.3 17.6 3.7 2.3 3.6 7.6 
Notes: 

(1) 1913. 


(2) 1911-1914 average. 


(3) Average of the 10 countries for which data are available in all 
periods, 


Sources of the pre-1940 data are described in A. Newell ‘Historical 
Unemployment Rate Data’ LSE Centre for Labour Economics Working Paper No. 
804, (1985). 

Data for 1950 onwards are chiefly from OECD sources. Details are given in 
A, Newell 'The Revised OECD Data Set, LSE Centre for Labour Economics, 
Working Paper No. 781, (1986). 
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TABLE 3 
A D_IN Ss 
, 
1955-65 1965-73 
’ 
TABLE 2 Nominal monetary base, world 4.4 8.9 
LI ROWT! Nominal monetary base, UK 4.1: 8.4 
‘ ; Real monetary base, world 1.6 3.9 
1895 1905 1915 1925 1935 1945 1955 1965 1975 
; Real monetary base, UK 0.5 2.3 
% 045 0.8 1.2% 324 2.8 3.9 6.2 6.1 ° 1.7 . 
World trade , 5.2 8.3 
Note: Western European median growth of social insurance coverage World trade in manufactures 1.5 5.4 
(averages of decade up to date). 4 
Real government spending, UK 3.5 4.2 
Source: Flora, P and Heidenheimer, A J, The Development of Welfare States 
in Europe and America, Transaction Books, London, 1984, p. 56. Real transfers, UK 4.7 6.1 


Sources: IMF 1984 Yearbook, UK Blue Books, various. "World" is the IMF 
category "Industrialised countries". 
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TABLE 4 


1951-60 1961-70 1971-80 1981-85 


OECD 100 149 159 114 

UK 100 109 100 56 

Notes, 

1. Period averages. 

2. The OECD index is an employment-weighted index of the number of 


conflicts per worker in Australia, Belgium, Canada, Finland, France, 
Ireland, Italy, Japan, Netherlands, Norway, Sweden, Switzerland and USA. 


3. The 1981-85 entry for the OECD is, in fact, 1981-83. 


Source: As for Table 1. 
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TABLE 5 
RE— ST- G WAR_AVERAGE RATES 


Pre-Great War 1922-29 


UK 4.4 7.9 
Germany 3.9 10.0 
France 7.4 3.6 
US 6.8 4.2 


Note: The Pre-Great War years all end in 1913 and begin respectively in 
1856, 1887, 1895, 1890. 


Source: CLE Unemployment Data. 
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TABLE 6 
EAL WAGE UATIO 1950-19 
Dependent Variable; Lo lL product wage 

Explanatory Variable Coef. t-stat. 
log(real product wage)_1 0.31 (2.2) 
equilibrium wage 0.69 (imposed) 2 
incomes policy -0.025 (2.7) 
Awedge . 0.86 (1.9) 
outside wage 1.36 (3.6) 
golden age 0.12 (3,6) 


standard error = 0.017, Durbin-Watson = 2.27, Durbins ‘h' = -1.81, 
CHOW1:F(6,32) = 0.82 (sample split at 1969/70), CHOW2: F(8,32) = 0.39 
(sample split at 1979/80). 


Notes: (1) Estimated by Instrumental Variables. Awedge and outside wage 
ware treated as endogenous and instrumented by their lagged 
values and the change in the world price of manufactured 
exports. 


(2) a t-statistic testing this restriction gave a value of ~0.16. 
The restriction is a technical one, discussed in our earlier 
work, and guarantees that the reduced form for unemployment 
from the wage equation and the labour demand equation is 
neutral to the labour-capital ratio in the long run 


(3) The equilibrium wage was defined as follows: 
equilibrium wage = 0.27(k-n_1) + 0.52), 
where k is (log) capital stock, nj is (log) employees in 
employment last period and \ is log of the technical progress 
index. From Table 7 this is the wage that would employ nj 


workers in long-run equilibriun. 


(4) Data sources and the construction of variables are given in 
Newell and Symons (1988c). 


OF. 
TABLE_7 
LABOUR DEMAND, UK 1954-1987 


Dependent Variable: log (employees in employment). 


Explanatory variable Coef. t-stat. 


log(employees in employment)_ 7 Lest (7.3) 
log(employees in employment)_9 -0.43 (2.6) 


log(capital stock) 0.12 (imposea)3 
log(real product wage) -0.44 (3.0) 
log(technical progress) 0.23 (1.9) 


(Aggregate Demand Shock) 0.62 (2.5) 


standard error — 0.013, Durbin-Watson = 2,28. 
CHOW: F(6,28) = 0.98 (sample split at 1971/2). 


Notes: (1) Estimated by instrumental variables. The real wage, technical 
progress and the Aggregate Demand Shock (ADS) were treated as 
endogenous. The instrument set included lags of the real wage 
and technical progress, lagged unemployment, and, for ADS, the 
current US real interest rate and world income. 


(2) The ADS variable was constructed as follows: 
ADS=0.. 220(GSH)—0. 234(RIR)+0 .046 (COMPSH) +0 .055 (DYSTAR) 
where GSH and COMPSH are residuals from regressions of real 
government experiditure and UK price competitiveness on their 
lagged values and time trends, RIR is a measure of the ex-ante 
real interest rate (where future price inflation is forecast 
by both domestic and world current and lagged inflation, and 
the current and lagged nominal interest rate) and DYSTAR is 
the rate of growth of world GDP. The weights were obtained as 
discussed in the text. 


(3) The t-statistic for this restriction was 1.3. The restriction 
is constant returns to scale. 


(4) Data sources and the construction of variables are given in 
Newell and Symons (1988c). In particular, technical progress \ 
is a variant of the Solow residual: 
d= (y ~ sk _ Sp)/Sp 


where s denotes the factor shares. 
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FIGURE 2 


WAGE AND PRIGE INFLATION 1945-1953 
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FIGURE 3 


OECD AVERAGE UNEMPLOYMENT RATE, 1950-1986 


1960 1970 1980 


This is an unweighted average of standardised unemployment rates 
of OECD countries from the CLE-OECD data base. 


tags. 
299— 


FIGURE 5 
FIGURE 4 


RISK AVERSION IN BRITAIN AND THE USA 


THE AGGREGATE LABOUR MARKET 
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Key. at is labour demand 
n° is labour supply 
b is the wage bargaining function 
gis the labour force. é 
, Note. Risk aversion is calculated here as the average return of the market 


portfolio (less the treasury bill rate), divided by the variance of 
the market portfolio return, both calculated from a sixteen year 
moving window. 


Source: 1988 Economic Report of the President and 1988 Economic Trends, 
Annual Supplement. 
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FIGURE 6 


HE SIMULATED EFFE NCOME POLICIES ON UNEMPLO’ 
IN THE UK _ 1954-1987 
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